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lack of confidence. Confidence is slowly being 
restored, and with it transactions have been renewed 
and mills will soon be occupied as fully as before. 
The general conditions 'of this country are conducive 
to a high state of prosperity. This crisis through 
which we are passing is a rwm-commercial crisis, due 
to mis-legislation and to the want of comprehension 
of true monetary principles. 



The Kelatiox Between Interest and Profits. 



BY PROFESSOR ARTHUR T. HADLEY OF YALE UNIVERSITY. 



1. Profit, and not interest, is the return which 
society gives to the capitalists as a class. Interest 
is paid by one group of capitalists to another; it is a 
part of a redistribution of profit rather than a co- 
ordinate element with it. 

2. The possession of capital gives the right to 
control industry, under modern legal systems. In- 
terest is paid for the transfer of such control. The 
borrower takes the control, with the attendant 
chances of gain or loss which it involves; the lender 
abandons the control and commutes his possible 
profit for a fixed rate of interest. Whether this rate 
absorbs a large portion or a small portion of the total 
profit wi'l depend upon the relative numbers of 
investors who desire control, and of those who are 
willing to commute. 

3. This commutation is allowed and justified, not 
because of any inherent productivity of capital, but 
because it helps the natural selection of the most 
competent employers and the best processes, and the 
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elimination of the less competent employers and 
worse processes. 

4. Interest on long-time investments and perma- 
nent improvements bears the same relation to rent 
that interest on short-time loans does to profit. It is 
essentially commuted rent. 

5. There is, of course, a general rate of interest, 
while there is no such thing as a general rate of 
profit or rent in anything like the same sense. Com- 
mutation of profit in different employments must 
tend to somewhat the same rate, because the transfer 
of capital from one to another is easier than the 
transfer of brains. But this transfer is not nearly 
so complete or so easy as is commonly supposed. 
The rate of interest is separately determined in a 
large number of commutations, imperfectly connected 
with one another, instead of being, as has been com- 
monly assumed, collectively determined in a general 
loan market and then modified in specific cases to 
suit exceptional conditions. 

Discussion. 

Professor Franklin (of Johns Hopkins) : I am not 
a member of the Association, and I do not know 
whether it is considered desirable that there should 
be any discussion of the paper. However, I should 
be glad to be permitted to make a few remarks. In 
the first place, if I may be allowed to ask Professor 
Hadley a question, which ones of the great English 
economists have justified interest in the sense which 
seems to have been implied in the early part of your 
address? In what way have they asserted that 
interest is equitable or justifiable ? What economists 
have, in an emphatic and unmistakable way, asserted 
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that it is just in anything like the sense of divine 
justice, pure justice, — that it is just that interest 
should be given, as it is, on account of abstinence ? 
In considering any existing economic institution, 
such as the payment of interest, there are three chief 
aspects of the subject to be inquired into. What is 
its historic origin? "What are the quantitative laws 
regulating the phenomenon? Is it ethically right 
that the institution in question be permitted to con- 
tinue to exist? It is the second of these questions 
upon which the labors of the English economists 
were centered, and we must not suppose them to be 
dealing with the third except when they explicitly 
state that they are. 

Professor Hadley: In answer to Professor Frank- 
lin's question as to who has used these theories, I can 
best refer him to the work of Dr. Bohm-Bawerk, 
which has been translated into English, wherein he 
gives a long list of both the abstinence theory and of 
the productivity theory advocates. Mill starts out 
with the fundamental theory regarding capital that 
it is the result of saving, and speaks of the produc- 
tivity of capital as the cause of interest. 

Professor Franklin: I am very well aware of that; 
of course any one who has read Mill knows that he 
holds that interest is the result of saving; but that 
saving justifies interest is another thing. Even just 
now, as Professor Hadley has approximately quoted 
Mill, he does not use the word "justification." Even 
if he did use the word justification, and I doubt 
whether it is found in Mill in that connection, more 
than a single word should be quoted. There is noth- 
ing, so far as I know, in the express, emphatic doc- 
trine of the English economists which justifies 
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interest. English political economy is nothing if not 
emphatic; it is all emphasis, and there is nothing in 
the writings of the great English economists, so far 
as I can remember, which distinctly implies that the 
bestowal of interest upon individuals is an act of jus- 
tice at all; and nothing less than this, it seems to me, 
would warrant the criticism made in the early part 
of Professor Hadley's address. That popularizers of 
English political economy, journalistic writers, have 
made such assertions, is doubtless true, and the 
socialists have found this tool ready to their hands; 
but if it was due to misconception one can only say 
that there is no scientific doctrine at all, no doctrine 
intended for intelligent readers, which is not subject 
to misconception by persons who approach it without 
the proper mental equipment or the proper spirit. 

Professor F. W. Taussig: I remember very dis- 
tinctly a passage in Mill's "Political Economy" in 
which he says in so many words that the proposition 
that capital is the result of saving has no moral con- 
notation whatever. It simply serves to explain how 
capital arises and why interest is paid. It is not to 
be taken as a defence or justification of interest. 
And I think a careful reading of Senior's presenta- 
tion of the same doctrine will show that he also was 
concerned with the simple scientific explanation of 
the phenomenon of interest, and not with the defence 
of it against attacks. No doubt the doctrine has often 
been misused, as many economic doctrines have been; 
it has been made to do duty against the attacks of 
the socialists. But it is as an explanation of the 
phenomenon of interest, not as a defence of the insti- 
tution, that it deserves the serious attention of econ- 
omists. 
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Further, I confess that notwithstanding what Pro- 
fessor Hadley has said in his paper, the idea of 
abstinence, of saving, or waiting, or whatever name 
you choose to use, seems to me one with which the 
economist cannot dispense. I may say, too, that the 
discussion of this subject, and the attempt at the 
refutation of Senior's reasoning, in the series of chap- 
ters which Professor Bohm-Bawerk gives to Senior 
in his "Capital and Interest" is unsatisfactory, and 
indeed rests on a fallacy. Briefly, in order to under- 
stand any exchange, we must have two things. We 
must have the sacrifice on the one hand by some one, 
and we must have a gain on the other hand by some 
one else. This does not hold good, of course, of free 
natural agents which are monopolized; here there is 
no element of sacrifice; but it holds good of every 
other act of exchange. There must be these two ele- 
ments, the sacrifice on the one hand, the gain on the 
other hand. The element of sacrifice helping to 
explain interest must be found, I think, in this old- 
fashioned idea of saving or abstaining or waiting. 
It is the other element in the case which the classic 
economist considered least satisfactorily, and which 
is most in need of further elucidation. The nature 
and cause of the surplus secured by him who is com- 
manding capital need further consideration. To my 
mind, too, it is in discussing the nature of that gain, 
rather than the character of the sacrifice, that we 
shall discover the causes regulating the rate of in- 
terest, as distinguished from the causes explaining 
the existence of interest. 

What Professor Hadley has said in regard to the 
relation of interest and profits is true and valuable, 
and points to the direction in which we shall have to 
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reconstruct our theory of interest. Interest should 
not be treated as an independent element in distri- 
bution, but as a part of what it used to be the fashion 
to call gross profits. The command of capital enables 
a surplus to be earned; part of that surplus is parcel- 
led off, by the bargain between him who directs the 
use of the capital and him who supplies it, and 
becomes what we call interest. The fundamental 
problem is why the gross surplus exists. To under- 
stand that, we must consider chiefly the causes deter- 
mining the efficiency of labor, and the manner in 
which tools and machinery, or preparatory labor, 
affect efficiency. The continued progress of inven- 
tion and of the arts is necessary to the maintenance 
of interest, if the accumulation of capital continues. 
Professor Giddings: I was extremely interested in 
Professor Hadley's paper. It seems to me that he 
has given attention to a phase of the question that 
has been too much neglected, and one in regard to 
which we may hope for further studies that will be of 
extreme value. At the same time, I think that we 
ought to remember that in the treatment of interest 
in our text-books, for many years past, there has 
been a sharp distinction between two elements, or 
factors, in so-called commercial interest. Pure econ- 
omic interest has been recognized as one thing, while 
the element of risk, for which a considerable payment 
is always included in commercial interest, has been 
recognized as another thing. Economic interest has 
been recognized as distinctly due to economic causes; 
risk as due to sociological causes. Now it seems to 
me that what Professor Hadley has done is to point 
out that there is another very large and very impor- 
tant sociological factor in commercial interest. 
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Interest, as a commercial payment, is, among other 
things, a commutation of profits and of rent; it is a 
means of securing the natural selection of the best 
employers. This also, then, like risk, is an important 
factor in commercial interest. But in economic 
theory ought we not to distinguish carefully between 
the strictly economic elements and the sociological 
elements, and recognize that there is in the payment 
of commercial interest a premium on risk, a commu- 
tation of profit or rent, which is made in the process 
of the natural selection of employers, and also — and 
Professor Hadley did recognize this in his paper — 
what he called "minimum" interest, and to which I 
think we should confine the term "interest" when 
used apart from modifying expressions, the payment 
that is made as the difference between present and 
future goods ? I think that in the analysis which 
has distinguished the values of present from the 
values of future goods we have made a great 
advance. 



The Scope of Political Economy. 



BY PROFESSOR S. N. PATTEN, OF THE UNIVERSITY OF PENNSYLVANIA. 



The scope of political economy has not received 
that attention it deserves because of the fact that it 
has always been discussed in connection with prob- 
lems relating to methodology. The limits of the 
science have been due to peculiar conditions arising 
in the past and should be treated as an historical 
rather than as a logical problem. With other his- 



